Die Dokumente auf EconStor dürfen zu eigenen wissenschaftlichen Zwecken und zum Privatgebrauch gespeichert und kopiert werden.
1 Introduction Becker's (1993) matching criterion has been widely accepted and applied to several economic phenomena such as marriage and labor markets. However, the econometric consequences of assortative matching, for instance for …nding unbiased estimates as part of a system of equations, have not been clearly established. In particular, how does the fact that more productive …rms hiring more productive workers a¤ect labor demand estimation? In this article, we show both theoretically and empirically that OLS estimation in the presence of positive assortative matching biases negatively, i.e., tends to underestimate wage the absolute value of labor demand elasticities. This issue is crucial, as most studies (see Hamermesh 1993) conducted on this subject …nd relatively low estimated values for this elasticity.
Estimation approach
Let the following a log-linear function represent the long-run unconditional demand for labor
where w i is the wage rate paid by …rm i, X i are the other components of the demand function observed by the researcher, and u i is a random variable with zero mean and variance 2 u , representing the unobserved components of the demand function for …rm i 2 f1; 2; :::; N g.
If ln w i is uncorrelated with u i , then one can obtain an unbiased and consistent estimation of by OLS. However, even if the labor supply is fully elastic and individual (…xed) e¤ects are accounted for, the underlying endogeneity can lead to biased estimated of . To illustrate this assertion, let the in…nitely elastic labor supply of individual j 2 f1; 2; :::; M i g related to …rm i be 
where
v , and covariance with u i equal to uv . This is a recursive or limited information estimation model, in which OLS yields unbiased estimates of the labor demand parameters. The crucial assumption for this to be true is that the …rm's individual labor supply is in…nitely elastic and error terms are independent, uv = 0. Otherwise, if uv > 0, that is, if unobservables that increase wages are positively correlated with unobservables that increase labor demand, then estimated by OLS will exhibit an upward bias (or, to an underestimation of the wage labor demand elasticity, as is likely to be negative). One can think of this positive correlation as evidence for positive assortative matching between …rms and workers: more productive workers are matched to larger …rms. On the contrary, if, uv < 0, OLS underestimates and there is negative assortative matching between …rms and workers.
[ Figure 1 here] Figure 1 depicts the supply and demand for labor and illustrates this matching e¤ect: if D 1 is matched to S 1 , D 2 to S 2 , and D 3 to S 3 , then the resulting equilibrium points describe a positive relationship or a negative relationship that is steeper than the labor demand (overestimation of ); if matching between supply and demand is the other way round, negative, the relationship resulting from the equilibrium points is ‡atter than the labor demand (underestimation of ).
Under this setup we can propose the following estimation procedure: 
Estimation results
In Table 2 we present the wage elasticities of demand for labor measured both by total hours of work and number of workers. In the …rst column we report an OLS estimation using reported …rm-level average wages, in the second column an OLS estimation using an average wage constructed from the individual information, and in the third column an estimation that accounts for endogeneity.
[ Table 2 Exogenous sources of variation for endogeneity correction are individuals'age, tenure, and gender which determine workers'productivity.
Notice that there is no big di¤erence in estimating by OLS the wage elasticity with the reported or the constructed …rm average wage. The sign in both estimations is wrong and only becomes negative once endogeneity is corrected for. Thus, for both measures of …rms'employment, by hours of work or number of workers, an estimation that accounts for endogeneity (IV) yields a larger wage elasticity of labor demand than one that is done by OLS, which suggests the existence of positive assortative matching between …rms and workers. More productive workers are matched with larger …rms.
Conclusions
Using a matched …rm-workers dataset we have shown that an estimation that accounts for endogeneity of wages yields a larger labor cost elasticity of a long run, nonconditional labor demand than one obtained by OLS. We explain that this result is evidence for positive assortative matching between …rms and workers: larger …rms are matched with more productive workers. Figure 1: Labor Supply and Demand
